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A Low Flat-Rate Tax is Inadequate 

in Conditions of Crisis
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T
he introduc﬒ on of fl at-tax rate in 

Bulgaria in 2008 took place and without 

serious economic, social and poli﬒ cal 

analysis. Neither the opposi﬒ on at the ﬒ me, 

nor the trade unions and non-governmental 

organiza﬒ ons reacted adequately to such a 

serious and, as it turned out, too risky change in 

the fi scal policy of the country. Only lone voices 

from the academia were heard, while a number 

of pseudoscien﬒ fi c organiza﬒ ons, fi nanced by 

Soros and other external sources, went into a 

neoliberal euphoria. The absurd slogan “the less 

government, the be﬐ er” appeared in the leading 

media in a way that tolerated no objec﬒ ons. 

The government’s main argument was based on 

purely pragma﬒ c considera﬒ ons –collectabili﬑  

of tax would increase and business would be 

promoted, leading to more available funds for 

investments.

Essen﬒ ally, fl at-rate tax excludes diff eren﬒ ated 

tax policy for diff erent levels of income, i.e. it is 

a priori an﬒ social. In absolute terms, the larger 

the income, the larger the tax gi﬎  is. To put 

it another way, the richer get even richer at 

the expense of families with medium and low 

income. Moreover, the tax-exempt minimum 

income was abolished, i.e. even social groups 

with cri﬒ cally low income began paying 10 % 

tax. Not even such “neoliberal” economies like 

those of USA and Great Britain have considered 

so an﬒ social approach. In the pro-regula﬒ on 

economic models of France, Germany and Italy 

or in the social-democra﬒ c countries – such as 

Sweden, Finland and Denmark, the progressive 

tax exceeds 40 %.

The aboli﬒ on of a diff eren﬒ ated tax policy is 

not consistent with two par﬒ cularly important 

features of the Bulgarian economic model: First, 

a Currency Board has been in force since mid-

1997, which essen﬒ ally prohibits the monetary 

policy of BNB (Bulgarian Na﬒ onal Bank), i.e. 

we cannot use the monetary policy as a tool 

for adapta﬒ on of our economy to the changes 

in the globalizing world economy. Therefore, 

by introducing fl at rate tax we voluntarily have 

abolished the macroeconomic policy insofar as 

the two main pillars of such a policy are the fi scal 

and the monetary ones. This is an important 

feature because almost all countries that have 

introduced the fl at rate tax have retained their 

freedom to at least apply monetary policy as a 

means of response in an environment of intensive 

interna﬒ onal economic rela﬒ ons. Second, even 

though their validi﬑  is quite controversial, 

certain posi﬒ ve eff ects could be realized, but 

only in the condi﬒ ons of economic boom, i.e. 

when balancing of the budget occurs during 

﬒ mes of increasing revenue and decreasing social 

spending. Unfortunately, economic theory and – 

to a greater extent – prac﬒ ce do not exclude 

the business cycle from the characteris﬒ cs of 

contemporary economic development. Put 

diff erently, there have been, there are and there 

will be crises. The ques﬒ on is, have analyses been 

made on what the budgetary eff ects of fl at-rate 

tax at a record low level of 10 % would be in 

condi﬒ ons of economic crisis? Obviously not, 

because even without the help of econometric 

es﬒ mates, it is clear that the possible contrac﬒ on 
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of GDP, resul﬒ ng in a signifi cant drop in 

budgetary revenues and inevitable pressure to 

increase social securi﬑  payments, would put to 

the test not only the budgetary balance, but 

also the en﬒ re fi nancial and economic system of 

the country.

Are the positive effects of low flat-
rate tax indisputable, as claimed by 
the Bulgarian neoliberals?

Flat-rate tax is very familiar as a theory and 

an applied mechanism. It has its proponents 

and opponents, who essen﬒ ally interpret 

diff erently one and the same economic and 

social indicators. The peculiar thing about its 

applica﬒ on domes﬒ cally is that it is not only 

fl at (universal, undiff eren﬒ ated), but also – as 

we have noted – at a record low level of just 

10 %. Therefore, the fi rst ques﬒ on is “Is not 

this level too low?” In his study from 2004, 

A. Laff er explicitly emphasizes the features of 

the “arithme﬒ c” and the “economic” eff ect 

of a reduced tax rate. The former is related 

to the reduc﬒ on of tax revenue per tax base 

unit, whereas the la﬐ er is based on the 

implementa﬒ on of s﬒ mulus measures, leading 

to an increase in produc﬒ on, employment and 

GDP.1 Later on, on the basis of compara﬒ ve 

sta﬒ s﬒ cal analysis of the level of taxa﬒ on 

and the budgetary proceeds over a period of 

almost 100 years, including several presiden﬒ al 

administra﬒ ons, some of which were those of 

Harding-Coolage, J.F. Kennedy and R. Reagan, 

he jus﬒ fi ably emphasizes that the “combined 

eff ect” of simultaneous implementa﬒ on of the 

arithme﬒ c and economic eff ect is a variable 

quan﬒ ﬑ . This combined eff ect is greater for tax 

rate cuts that are brought in when higher levels 

are in force, e.g. from 70 % to 40 %, and vice 

versa – smaller when the cut is from levels of 

15-25 %. This dependency can be referred to as 

“decreasing economic eff ect at low levels of the 

tax rate”. This, I believe, gives an answer to the 

ques﬒ on why in our condi﬒ ons the actual eff ects 

are signifi cantly lower than expected.

Flat-rate tax has diff erent variants of applica﬒ on. 

In its “pure form”, i.e. full comprehensiveness 

(exclusion of any tax preferences, lack of 

diff eren﬒ a﬒ on between income and corporate 

tax), it has been applied for now only in two 

countries – Bulgaria and Georgia. In all other 

cases, to some or other extent, are applied tools 

for diff eren﬒ a﬒ on, including: (a) tax exemp﬒ on; 

(b) reduc﬒ on of the taxable income depending 

on the level of income; (c) tax relief; (d) lower tax 

only for certain ﬑ pes of income, or (e) provision 

of tax credit.

I fully agree with the convincing conclusions of 

Peichi (2008), who claims that “While lower 

Table 1. Levels of flat-rate tax in select countries

Country Year of introduc﬒ on Tax rate ( %)

Hong Kong 1947 16

Estonia 1994 22

Latvia 1995 25

Lithuania 1996 27

Russia 2001 13

Slovakia 2004 19

The Ukraine 2004 15

Romania 2005 16

Georgia 2005 12

Macedonia 2007 12

Iceland 2007 35.7

Mongolia 2007 10

Kyrgyzstan 2007 10

Bulgaria 2008 10

Source: Hoover Institute, USA

1 Laff er, A. The Laff er Curve: Past, Present, and Future. Backgrounder # 765, June 1, 2004, pp.2-5, from h﬐ p://www.
economist.com/opinion/displaystory.cfm?story_id=3861190



A Low Flat-Rate Tax in Condi﬒ ons of Crisis

144 Economic Alterna﬒ ves, issue 2, 2010

Discussion

rates have a no﬒ ceable eff ect on the taxa﬒ on 

of higher incomes, they are not so manifest for 

lower incomes. The results depend on the chosen 

tax parameters and the dependent thereon 

distribu﬒ on of revenue” and that “…the eff ec﬒ ve 

highest tax rate decreases for households with 

high income, but grows for households with 

low to average income”.2 In other words, the 

introduc﬒ on of low fl at-rate tax in its “classic 

guise”, i.e. without any diff eren﬒ a﬒ ons, 

inevitably leads to two interconnected results: 

First, stronger economic incen﬒ ve due to an 

increase in the amount of disposable income 

in the popula﬒ on and businesses, and second, 

redistribu﬒ on of the income for the benefi t of 

households with higher incomes. In this way, 

the possible addi﬒ onal incen﬒ ves for economy 

growth have their high social price – contrac﬒ on 

of the income distribu﬒ on and redistribu﬒ on 

eff ect, which is guaranteed under progressive 

taxa﬒ on. In his paper “Cons﬒ tu﬒ on of Liber﬑ ”, 

the 1974 Nobel Laureate in Economics, Fr. Hayek, 

asserts that the percentage of the highest tax 

on the highest incomes must be commensurate 

with the share of tax revenues in the GDP.3 This 

principle has been followed for decades in all 

developed market economies, including those 

applying the most liberal market model such as 

USA and United Kingdom. In a recent study of 

the English economist, Povey, it is shown that in 

2008 the share of tax revenue to Britain’s GDP 

was 39 % and the highest tax for people with 

highest incomes was 41 %, i.e. actually 2 % 

higher than the limit of the maximum highest 

tax rate recommended by Hayek.4

Par﬒ cularly intriguing is the theore﬒ cal and 

applied experience of the United States, where 

neoliberal ideas were originally applied and at 

that on the widest of scales. At the end of 

the day, these ideas are related to providing 

direct and indirect incen﬒ ves to large corporate 

business. This is in regard with the “tax 

revolu﬒ on” of Laff er, the monetarism ideas of 

M. Friedman, the economy of supply, etc. By 

retrospec﬒ vely analyzing the development of 

the highest tax rates in the period 1986-1995, 

Rabushka and Hall (2007) categorically dispute 

the eff ec﬒ veness of their high levels and put 

forward a series of arguments in support of their 

thesis on the necessi﬑  of introduc﬒ on of fl at-rate 

tax in USA.5 I believe that their thesis is internally 

contradictory and it is not supported by the real 

parameters in the development of US economy. 

I agree with their conclusion that the 1986 tax 

reform achieved promo﬒ on of investments and 

consequently made growth more dynamic; also, 

defi nite technological innova﬒ on was achieved, 

the incen﬒ ves for entrepreneurship intensifi ed 

and the condi﬒ ons for expansion of the capital 

market improved. Some of the indicators used 

have been chosen selec﬒ vely, while others have 

been interpreted unilaterally. The authors do 

not answer two important ques﬒ ons: (a) why 

the “Laff er” eff ects turned out to be signifi cantly 

weaker than expected, and (b) why in the end 

the “tax revolu﬒ on” led to alarming budget 

defi cits.

They note that lower taxes at the highest and 

the average levels were applied for only four years 

(un﬒ l 1990), when the newly-elected Republican 

administra﬒ on of George Bush Sr., was forced 

to raise almost all taxes, including the highest 

income tax from 28 % to 31 %6. The reason for 

this was the announced programme for reduc﬒ on 

2 Peichl, A. (2008): Could the World be Flat? Simula﬒ ng Flat Tax Reforms in Western Europe, p. 7, from h﬐ p://deposit.d-nb.
de/cgi-bin/dokserv?idn=989578240&dok_var=d1&dok_ext=pdf&fi lename=989578240.pdf   
3 Hayek, F. Cons﬒ tu﬒ on of Liber﬑  (1978), Chicago: Universi﬑  of Chicago Press .
4 Povey, R. A Modest Proposal for a UK Flat Tax, Feb’18, 2008, Oxonomics, access from h﬐ p://oxonomics.﬑ pepad.com/
oxonomics/2008/02/a-modest-prop-1.html        
5 Hall, R., Rabushka, A. (2007) The Flat Tax, Second Edi﬒ on, Hoover Ins﬒ tu﬒ on. 
6 Hall, R., Rabushka, A., quoted work, pp. 2-3. 
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of the budget defi cit by $500 billion in a period 

of 5 years, with half of its reduc﬒ on having been 

implemented using the tools for the highest tax 

rate. When Bill Clinton came into power, he 

began to fulfi l his pre-elec﬒ on promises to build 

a “fairer” tax system and decisively contract 

the budget defi cit, which – according to most 

leading American economists – was iden﬒ fi ed 

as the main reason for the destabiliza﬒ on of 

the macroeconomic balance and the loss of 

compe﬒ ﬒ veness. He le﬎  only the minimal rate 

of 15 %, raised the highest tax from 28 % to 

39.6 % and introduced another three “interim” 

rates for the middle class, respec﬒ vely, 28 %, 

31 % and 36 %.

What were the results of these tax changes? 

They certainly do not support the theses of 

the men﬒ oned authors that lower taxes at the 

average and the highest level automa﬒ cally 

result in improvement of the business 

climate and the system of macroeconomic 

parameters. The real world points to the 

opposite: irrespec﬒ ve of the higher taxes at 

the end of Clinton’s second term, a number 

of indisputable macroeconomic successes were 

achieved, including record budget surplus, low 

unemployment, improved trade balance, high 

growth of the GDP, signifi cant increase of 

actual incomes and improvement of the Gini 

coeffi  cient, i.e. achievement of a more uniform 

distribu﬒ on of incomes, etc.

Naturally, the discussion remains open. 

Edwards and Mitchell (2008) defend the 

thesis that low flat-rate tax can and must be 

used as tool for maintaining a high level of 

competitiveness.7 Right in the first chapter 

of their study they show as an example 

the finitary relation of low flat-rate taxes: 

economic growth in several countries that 

are members of what they call the “Flat-rate 

tax club”, which includes Slovakia, Romania, 

Bulgaria and Estonia. Examples of the results 

after reduction of taxation (income and 

corporate) in Hong Kong, Singapore, Malaysia, 

Australia, Canada, etc are put forward.8 Can 

these arguments be accepted uncritically 

insofar as it is actually evident that increased 

economic growth in the specified period is a 

consequence of tax cuts?

It is true that in a number of countries and 

groups of countries (OECD, EU) has been spo﬐ ed 

a trend to reduce the average tax levels through 

lowering of the tax thresholds. For example, in 

the last ten years or so their average level in 

the EU has been reduced by roughly 14 % (from 

38 % to 24 %), in the group of highly developed 

countries OECD by 11 % (from 38 % to 27 %) 

and in Iceland from 30 % to 18 %. But the 

results of the func﬒ oning of their economies in 

these tax condi﬒ ons are not unambiguous. In 

a number of cases, the current results support 

the opposite theory instead, namely that taxes 

that are too low can put a serious strain on 

the economies when a period of fi nancial and 

economic crisis sets in.

This proved to be especially true of the current 

crisis. Countries with low fl at-rate tax such as 

Lithuania, Latvia and Estonia survive only thanks 

to huge foreign loans and an increase in their 

current budget defi cits. Iceland is the most 

shocking example – far too liberal monetary and 

fi scal policies brought the country to a complete 

economic meltdown, which necessitated 

emergency na﬒ onaliza﬒ on of the banks, change 

of administra﬒ on, massive foreign funding and 

with that a salutatory increase of the na﬒ onal 

debt, mass bankruptcies of companies and 

fi nancial brokers, etc.

7 Edwards, C., Mitchell, D. (2008). Global Tax Revolu﬒ on: The Rise of Tax Compe﬒ ﬒ on and the Ba﬐ le to Defend It. 
Washington, D.C.: CATO Ins﬒ tute .        
8 Edwards, C., Mitchell, D., quoted work, pp. 2-8.
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And the reverse in China, for example, where the 

predominantly applied tax on corporate profi ts 

is 33 % (there are two more rates of 18 % and 

27 % that apply to a limited circle of enterprises 

with ac﬒ vi﬑  of low profi tabili﬑  – rail transport, 

extrac﬒ ve industry, etc). Taxes on personal 

income are strongly diff eren﬒ ated from 5 % to 

45 % for incomes above 100 thousand Yuan 

(around US $14,600). This does not hinder them 

in maintaining a GDP growth of 10-12 % in the 

last few years, in accumula﬒ ng foreign currency 

reserves (mainly from a posi﬒ ve trade balance) in 

excess of 1 trillion dollars, in a﬐ rac﬒ ng a record 

volume of foreign investments and in moving 

into second place for exports in the world 

market. In this respect, it is worth referring to 

A. Pigou’s brilliant analysis, which proves two 

main conclusions in regard to diff eren﬒ ated 

taxes: First, they are a necessi﬑  for every 

“civilized country” and second, the diff erence 

in tax levels between individual countries is not 

at all an important factor for the movement of 

capital.9 The la﬐ er part is conformed in Bulgaria, 

where, as we have noted, the import of capital 

has been decreasing in the last year, while the 

export has been growing regardless of our low 

tax rates.

The arguments of Mitchell and Edwards10 in 

support of their proposal for harmoniza﬒ on 

of the tax policy in the direc﬒ on of reduc﬒ on 

and standardiza﬒ on of taxes to ensure “fair 

compe﬒ ﬒ on” in the globalizing world market 

are not convincing. Yes, it does look like the 

two main tax systems exis﬒ ng now – territorial 

(most countries in OECD) and global (USA) – are 

pu﬐ ing American companies, opera﬒ ng overseas, 

at a disadvantaged posi﬒ on. In the USA the 

corporate tax is 35 %, whereas it is 12.5 % in 

Ireland, for example. American companies, which 

conduct business in Ireland, must pay 12.5 % 

once in the host country and then pay another 

22.5 % in taxes in the USA (the diff erence 

between 35 % and 12.5 %) if they decide 

to repatriate the profi ts. Prac﬒ ce has shown, 

though, that this is more like a theore﬒ cal tax 

burden. As the sta﬒ s﬒ cs on taxa﬒ on in overseas 

companies and subsidiaries shows, they either 

reinvest their profi ts in the country, where 

their main business is conducted, or they fi nd 

enough other loopholes for transfer of profi ts 

that ensure the evasion of profi t tax (transfer via 

off shore companies, transfer by means of a sham 

loan to the parent company, etc).

In addi﬒ on to this, the compe﬒ ﬒ ve advantage 

would disappear if the recommended 

harmoniza﬒ on of tax policy is implemented. The 

recommenda﬒ on for standardiza﬒ on of taxes 

on corporate profi ts and income can be defi ned 

as an unrealis﬒ c dream. Even in the EU, where 

a signifi cant harmoniza﬒ on of the monetary 

mechanisms, the trade policy, the labour 

legisla﬒ on, etc has been achieved, the fi scal policy 

remains a na﬒ onal priori﬑  and there are no signs 

that soon a trend of harmoniza﬒ on will come 

about. Let’s not even men﬒ on the diff erences in 

the models of key players in the global market like 

China, Japan and India, for example. Therefore, 

there are enough available examples of countries 

that use signifi cantly higher rates of progressive 

taxes, whose macroeconomic indicators are far 

be﬐ er than those of the countries using fl at-

rate taxes.

Results from the implementation 
of flat-rate tax in Bulgaria

The compara﬒ ve analysis of the indicators 

of the condi﬒ ons of the Bulgarian na﬒ onal 

economy provides suffi  cient evidence that the 

expecta﬒ ons for signifi cant posi﬒ ve eff ects 

from the introduc﬒ on of low fl at-rate tax are 

9 See in more detail: Pigou, A. The Economics of Welfare (1932), Fourth Edi﬒ on, London: Macmillan and Co. 
10 Edwards, C., Mitchell, D., quoted qork, pp. 73-91.
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not jus﬒ fi ed. For example, it has not persuaded 

foreign investors to increase their investments 

here. According to the latest data from NSI 

(Na﬒ onal Sta﬒ s﬒ cal Ins﬒ tute) and BNB, in 2008 

direct foreign investments (DFI) came to EUR 

5,430.2 million (16 % of GDP), whereas for the 

same period in 2007 they came to EUR 6,516.9 

(22.6 % of GDP). In the last year (2009) their 

level dropped to just EUR 3.2 billion and the 

preliminary and forecast results for 2010 are 

sobering. For the fi rst four months of 2010 DFI’s 

are just EUR 168 million, which is over 100 % 

less than for the same period in 2009. Moreover, 

the export of capital is accelera﬒ ng, with the net 

export of capital in the period January-March of 

2010 is just EUR 22 million. Thus, the low fl at-rate 

tax here has retained foreign capital neither in 

the pre-crisis year of 2008, nor in the condi﬒ ons 

of crisis in 2009. Of course, this decrease is not 

due to the lower taxes. Rather, it demonstrated 

that changes in par﬒ cular elements of the fi scal 

policy and the ineff ec﬒ ve inclusion of these 

changes in the overall business environment do 

not lead to posi﬒ ve eff ects.

As I expected, the contrac﬒ on of the taxes had 

a nega﬒ ve eff ect on the balance of our current 

accounts instead. The defi cit in the pre-crisis 

year of 2008 increased from EUR 6,303.4 million 

in 2007 to EUR 8,278.4 in 2008 or by almost 2 

billion Euros. It reached the cri﬒ cal threshold of 

25 % of the GDP, which now puts our economy 

in serious mid-term diffi  cul﬒ es, above all the 

danger of expending the country’s foreign 

currency reserves. The fact that if in 2007 foreign 

investments here covered 103 % of the defi cit 

according to this account of the balance of 

payments, then in 2009 this coverage is a mere 

66 %, with the outlook being that worse is to 

come, gives us grounds for such fears. To put 

it diff erently, now there is no counterbalance 

to the erosion of the foreign currency reserve 

at all. Therefore, the “theore﬒ cal” schemes for 

increased compe﬒ ﬒ veness of our companies, 

which pay lower taxes, are not confi rmed. 

On the other hand, the increased disposable 

income addi﬒ onally incen﬒ vizes import. Since it 

is well known that we are many ﬒ mes behind 

in labour produc﬒ vi﬑  in comparison with the 

developed countries of the EU and outside it, 

why is the normal reac﬒ on of the consumers 

to focus their interest on the higher quali﬑ , 

imported goods met with surprise?

The improvement of the balance of the current 

account to a certain extent in 2010 can be 

defi ned as “fortune in misfortune” and the 

reason for it is not fl at-rate tax, but the strong 

contrac﬒ on of household incomes as a result 

of the deepening crisis. This always leads to 

reduced consumer demand, including imported 

products, everywhere.

In the period 2008-2009, the combina﬒ on 

of low fl at-rate tax with the maintenance of 

too high a budget surplus at around 3 % of 

GDP looked strange. The claim that this is 

the only way to “cover” the trade defi cit was 

unconvincing. First, it turns out that budget 

surplus is “necessary” both when foreign 

investments increase signifi cantly (2006-2007) 

and when they contract signifi cantly (2008-

2009). Second, if we start with the USA, go 

through the EU and reach Japan and Australia, 

we can see a clearly expressed policy of increase 

in budget spending in order to deal with the 

crisis. In most of these countries, the budget 

defi cit was around 3 % of the GDP and they 

did not hesitate to increase it to 4-6 %. The 

strange thing is that we follow a “unique” 

fi scal policy in these condi﬒ ons. The Currency 

Board obligates us to maintain a zero defi cit 

rather than a signifi cant surplus. To me, this 

policy was reminiscent of a situa﬒ on, where 

the fi re is spreading, yet we are keeping the 

fi re brigade in “reserve” un﬒ l the fl ames spread 

even further and to a “suffi  cient” height. I, 

for one, do not know of a case in the global 

economic history, where a crisis was solved or 

prevented with a budget surplus.



A Low Flat-Rate Tax in Condi﬒ ons of Crisis

148 Economic Alterna﬒ ves, issue 2, 2010

Discussion

The data from the Ministry of Finance on 

the implementation of Budget 2008, the 

first year after the introduction of flat-

rate tax, did not support the optimistic 

expectations. In 2007 a panel of authors 

from the Institute of Market Economy 

forecast that “…it would not be surprising 

if the revenues from direct taxes (corporate 

and income) reach almost BGN 5 billion, 

compared with the current figure of around 

BGN 4.5 billion”.11 But what are the facts? 

From the data of the Ministry of Finance12 

(See Figure 1) it is evident that in 2008 the 

revenues from direct taxes were BGN 4,010 

million, including BGN 2,059.6 million from 

corporate tax and BGN 1,950.6 million 

from taxes on the incomes of natural 

persons. In other words, this is almost 

one billion leva or 20 % less than those 

forecasts and 4.2 % below the revenues 

stipulated in the Budget 2008 Act. The 

domestic “neoliberals” probably remained 

“surprised” anyway that dreams and 

reality are rather different. In the second 

half of 2009 and the current 2010, we 

are witnessing a real crash in the revenue 

part of the budget, but this, of course, is 

mainly due to our inadequate policy in the 

conditions of a deepening crisis.

In the period 2007-2008 the revenue from 

corporate tax has risen by 22.8 % (+ ВGN 

383 million) and the revenue from personal 

income tax by 10.8 % (+ BGN 142 million). 

In regard to corporate tax we should take 

into account that the rate of 10 % was 

introduced back in January 2007 (or was 

5 % lower than 2006). The effect in 2007 

Figure 1. Revenue from corporate tax and tax on the income of natural persons for 2007-2008 in millions of leva

Source: Ministry of Finance, Information bulletin, Implementation of the consolidated budget, 

December 2007 and December 2008.       

Key: CT– corporate tax; TIT – total income tax for natural persons.
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11 Kostadinova, S. l., Chobanov, D., Dimitrov, D., Mladenova, A., Metodiev, M. and Ganev, P. Dra﬎  budget for 2008: Review, 
analysis and recommenda﬒ ons. Flat-rate tax, Monthly bulle﬒ n on low taxes, October 2007, issue 26, p. 9.  
12 Monthly bulle﬒ n on the implementa﬒ on of the budget – December 2008, Ministry of Finance.
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was additional tax revenues from this tax 

in the amount of BGN 470.2 million, i.e. 

there is a trend of “dampening” of the 

effect and this trend deepened in 2009. 

We must definitely take into account two 

other key factors: first, the annual inflation 

and second, the economic growth, when we 

are determining the effects of lower taxes, 

especially those at critically low levels.

According to data of BNB13, the average 

annual inflation is 12.4 %, whereas 

according to the preliminary figures of 

NSI14, the rate of growth of the actual GDP 

was 7 %. Therefore, both factors push the 

nominal values of the economy upwards, 

also including the nominal numbers for tax 

revenues from taxation of companies and 

natural persons.

When these two factors are taken into 

account (See Figure 2 above), the “growth” 

of tax revenue from taxation of the incomes 

of natural persons is below the movement 

of inflation and growth, and those from 

corporate remain merely symbolic. As we have 

already noted, the growth from corporate 

tax revenues decreases in absolute terms 

in the second year after the introduction 

of 10 % tax. Put differently, it is possible 

that the adverse trend of decrease in the 

“arithmetic effect” from the tax cuts will 

deepen further, thus making the “economic 

effect” powerless.

In the second half of 2009 and the 

current 2010 we are witnessing a real 

crash in the revenue part of the budget, 

but this, of course, is mainly due to our 

Figure 2. Dynamics of inflation, GDP, revenue from corporate and income tax for 2008/2007 in 

percentages          

Source: Ministry of Finance, Information bulletin, Implementation of the consolidated budget, December 

2007 and December 2008.         

Key: CT– corporate tax; TIT – total income tax for natural persons; AAI – average annual inflation and 

growth of GDP.
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13 BNB, macroeconomic indicators, from h﬐ p://www.bnb.bg/bnb/home.nsf/fsWebIndexBul?OpenFrameset
14 NSI, key indicators for Bulgaria, from h﬐ p://www.nsi.bg/KeyInd/KeyInd2008-12.pdf
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inadequate policy in the conditions of a 

deepening crisis. According to data of the 

Ministry of Finance, the revenue under 

the Consolidated Fiscal Programme (CFP) 

at the end of 2009 are a bit over BGN 25 

billion or 76.9 % of the planned revenue 

for the year. The proceeds are at 37.6 % 

of the forecast GDP in comparison with 

40.9 % of the GDP for 2008. The proceeds 

come to BGN 20.2 billion, which is 78.4 % 

of the annual estimate. The revenue from 

direct taxes is BGN 3.8 billion or 77.1 % 

of the planned revenue. From the data 

on the condition of Budget 2010, and 

particularly after its forthcoming update, 

some conclusions and forecasts can be 

made:

First, the opportunities for financing 

of the deepening budget deficit at the 

expense of the significant inherited fiscal 

reserve of BGN 8.2 billion are running 

out. Only in 18 months the current 

administration will bring it down to the 

critically low amount of BGN 4.6 billion. 

The question is how will the deficit be 

financed in the coming 2011? By taking 

on new domestic and foreign debt, by 

freezing or even cutting public sector pay, 

pensions and social benefits, by raising tax 

levels or by some combination thereof? 

The government’s reluctance to promote 

ideas of tax hikes is understandable, since 

next year local and presidential elections 

will be held. But the worsening of most 

macroeconomic indicators, including the 

widespread unemployment, the continuing 

chain reactions of bankruptcies and 

the explosive growth of intercompany 

indebtedness shows that the rather likely 

crisis situation in the winter of 2011 may 

force the governing majority to resort to 

increase of taxes, because, on the one 

hand, the settlement of a new foreign debt 

requires enough time and, on the other 

hand, will be exceptionally costly under 

the current circumstances. It appears to 

me that the “Greek tragedy” makes such 

an exercise complicated and difficult to 

realize.

Second, everywhere tax preferences are a 

widely used means of: (a) implementation 

of sector and industrial policy; (b) providing 

incentives for exporters; and (c) solving 

regional social economic problems. This 

is particularly necessary for promotion of 

business in conditions of crisis. Now the 

government cannot use such an approach 

to help the exporters and the importers 

of investment products with the aim 

of substitutive import. It is logical to 

expect that the possible increase of taxes 

will be seen as an element of an overall 

change in the fiscal policy that allows 

such differentiated promotion through tax 

reliefs and/or through direct or indirect 

subsidies – just like they do in the USA, 

Japan and Germany.

Third, it can be said even now that the 

current unilateral policy to strongly contract 

all budget expenses will not produce a 

satisfactory result. The problem is not as 

much in the expenses, as it is in ensuring 

budget revenue. And budget revenue is a 

function of the economy, i.e. the centre of 

the fiscal policy in the conditions of crisis 

should be dependent on clear priorities 

for promotion of national production. Is it 

not indicative that neither the Republican 

Reagan in the 80’s, nor the Democrat 

Obama allowed the failure of the American 

car industry and the crash of the banking 

system? The leading countries of the EU 

also put aside almost one trillion Euros for 

stabilization of their economies. Up to this 

point, the Bulgarian government has not 

announced even a single sensible measure 

for promotion of any business, never mind 
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about a system of policies for coming out 

of the crisis.

The updated in the middle of 2010 

plan for budget revenues is unlikely to 

be realized. The growing unemployment, the 

dramatic contraction of foreign investments, 

the growth of court proceedings in 

connection with unpaid loans, the chain 

reaction of bankruptcies and the snowballing 

intercompany debts do not augur well. The 

government’s position is unenviable in the 

light of a likely difficult winter, combined 

with an impossibility to use the tools for 

monetary and differentiated fiscal policy. 

Help from the EU is unlikely and now entering 

the Eurozone is not even dreamed of. Then 

what? The increase of taxes and their 

differentiation appears inevitable. The other 

alternative – exiting the Currency Board – 

would have even heavier consequences for 

the government.   


